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Debt and interest dischargeability
DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
$ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose cfficial tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. "Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

This is to supplement the December 27, 1999 memorandum based
on the additional facts secured by Revenue Agent _

ISSUE:
1. Whether the taxpayer must recognize income on the
discharge of indebtedness for the debt principal incurred when it
purchased its own stock from its former shareholders?

(a) Whether the purchase price reduction exception
under I.R.C. § 108({e) (5) applies to the principal debt?
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CONCLUSION:

1. The taxpayer must recognize income on the discharge of
indebtedness for the debt principal incurred when it purchased
its own steck from its former sharehclders.

{a) The purchase price reduction excepticn under
I.R.C. § 108(e) (5) does not apply tc the principal debt since the
taxpayer no longer has the property.

FACTS AND DISCUSSION:?

_ is under examination by the
Internal Revenue Service for the fiscal year ending

-. on GG - - inning of the fiscal year, .
hW its books of $* and accrued interest of

5

both of which were related to the purchase of -

stock from former shareholders (creditors). The original
principal balance was S—on , which
was represented by a note bearin 3 interest. and the

crediters agreed on to a
and interest for an immediate payment of $

of principal

Based on the analysis contained in our December 27, 1999
memorandum, Revenue Agent issued an IDR to the taxpayer
seeking additioconal information on the debt and property including
any disposition of either. The information provided by the
taxpayer indicated that it no longer had possessicn of the
corporate stock that was the purchased property. The disposition
of the asset precludes application of a purchase price reduction
under I.R.C. § 108 (e) (5).

The facts of the property purchase and debt incurred as a
result thereof are as follows. -formed an employee stock
ownership plan (ESOP) as a mechanism to transfer ownership of the
company from the existing shareholders to the employees. This
was in large part based on concessions made by the employees
which were made for competitive purposes. Since the ESOP had no
assets, -purchased the steck from the former shareholders for
cash and a note. The cash was secured from a bank by- The
ES0QP in turn gave notes for the debt and cash portions of the
purchase price. forgave the debt due from the ESCP between

! The facts which form the basis for this opinion were
derived from the memorandum to the file which
was provided by to the Internal Revenue Service as
supplemented by the taxpayer's response to IDR #3. The veracity
of the facts may bear on the determinations expressed herein.
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-and- The stock was transferred proportionate with the
debt reduction to the employees' individual ESOP accounts durin
the period comparable with the ESOP debt discharge. As of

no longer owned any of the corporate stock.

The purchase price of the -stock was subsequently
reduced since- believed that the corporate stock was
overvalued because of unknown and undisclosed liabilities.
Ironically these liabilities were taxes owed tc the Internal
Revenue Service pursuant to an audit. The declining financial
stability of was also a factor.

Forgiveness of indebtedness - debt principal:

The taxpayer alleges that the cancellation of the
indebtedness for the principal balance is excepted from taxable
income as a reduction of purchase price under I.R.C. § 108(e) (5).
The I.R.C. § 108 (e) (5) purchase price reduction was added by the
Bankruptcy Tax Act of 1980C. Sutphin v. United States, 61 AFTR2Zd

q 88-990 (Ct. Fed. Claims 1988). It codified the common law and
provided for a basis reduction instead cf immediate gain.
Preslar v. Commissioner, 167 F.3d 1323 (1C™f Ccir. 1999). It was

enacted to create uniformity and eliminate disagreements between
taxpayers and the Internzl Revenue Service as toc whether
cancellation of indebtedness were true price reducticns. Id;
Brantley v. Commissioner, T.C. Memo. 1995-564.

In order to facilitate the objective of eliminating
disagreements, the application of I.R.C. § 108(e) (5) is a
mechanical test. To apply, there must be a direct agreement
between the buyer and seller. Preslar v. Commissioner, supra;
DiLaura v. Commissioner, T.C. Memoc. 1987-291; and Rev. Rul. 92Z-
99, 1992-46 I.R.B. 5. The legislative history also indicated
that: {1) the reduction could not be due to the expiration of the
statute of limitations; (2) the debt could not have been
transferred to a 3 party; and (3) the purchased property could
not have been transferred to a 3'™ party. Since the purchased
property was transferred to theiemployees through the ESOP,
the corporation no longer owned the property for which the
purchase price reduction is sought. Accordingly, the purchase
price reduction excepticn to the cancellation of indebtedness
income does not apply.
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In summary, we do not believe that the debt reduction
gualifies under I.R.C. § 108{e) (5) as a purchase price reduction
since one of the three requirements is not satisfied.? Id.
Although it appears that the faxpayer would have been entitled to
a purchase price reduction under the common law and the case law
prior to codification because of the reascns for which i1t was
reduced, the reason that the debt was canceled 1s no longer
relevant in light of I.R.C. & 108(e) (5) (except for the
uncollectibility of the debt for statute of limitations reasons).

Please contact the undersigned at _if you have
any guesticns. We are again seeking post-review by the Naticnal
Office due to the uniqueness of the issue. We should hear back
from them shortly. In the interim, you should consider the
extent that factual development is-@ecessary and/or draft a
proposed position in order to seek ‘the taxpayer's pG3ifion.

|

Senior Attorney

2 The I.R.C. § 108(e) (5) provisions are not elective. Zarin
v. Commissioner, 92 T.C. 1084 (1989), rev'd, 91¢ F.2d 110 (3
Cir., 1990).




